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Sam Y .  C r o s s  

D o l l a r  e x c h a n g e  r a t e s  now show v e r y  l i t t l e  n e t  c h a n g e  f r o m  

l e v e l s  a t  t h e  t i m e  of y o u r  l a s t  m e e t i n g ,  a l t h o u g h  t h e r e  h a v e  b e e n  

s h i f t s  of m a r k e t  p s y c h o l o g y  i n  b o t h  d i r e c t i o n s .  T h e s e  c h a n g e s  

o c c u r r e d  i n  t h e  wake o f  a c t u a l  and  a n t i c i p a t e d  i n t e r v e n t i o n  by t h e  

E u r o p e a n s ,  and  c o n f l i c t i n g  comments by European  a n d  U.S. Admini­

s t r a t i o n  o f f i c i a l s  a b o u t  t h e  p o s s i b l e  need  f o r  f u r t h e r  r a t e  movements ,  

and  a c h a n g i n g  o u t l o o k  f o r  t h e  U.S. and  g l o b a l  economy. 

L o o k i n g  b a c k  t o  y o u r  l a s t  m e e t i n g ,  t h e  m a r k e t  r e s p o n s e  t o  t h e  

Augus t  2 0  c u t  i n  t h e  F e d e r a l  R e s e r v e  d i s c o u n t  r a t e  was m u t e d .  I n  

f a c t ,  t h e r e  was i n i t i a l l y  a s l i g h t  r i s e  i n  t h e  d o l l a r .  The d o l l a r ’ s  

r e s i l i e n c e  a t  t h a t  t i m e  was l a r g e l y  d u e  t o  m a r k e t  e x p e c t a t i o n s  t h a t  

J a p a n  a n d  Germany m i g h t  s o o n  f o l l o w  w i t h  s i m i l a r  c u t s  i n  t h e i r  

o f f i c i a l  i n t e r e s t  r a t e s .  

T h r o u g h o u t  l a t e  Augus t  and  e a r l y  S e p t e m b e r ,  it a p p e a r e d  t h a t  

c h a n g e s  i n  t h e  g l o b a l  economic  e n v i r o n m e n t  were f a v o r i n g  some 

s t a b i l i z a t i o n  of d o l l a r  e x c h a n g e  r a t e s .  D e s p i t e  t h e  l a r g e  t r a d e  

i m b a l a n c e s  a n n o u n c e d  a t  t h a t  t i m e .  m a r k e t  p a r t i c i p a n t s  b e g a n  t o  f e e l  

t h a t  r h e r e  were some s i g n s  of economic a d j u s t m e n t  on t h e  h o r i z o n .  

S t a t i s t i c s  on U . S .  employment and b u s i n e s s  a c t i v i t y  s u g g e s t e d  t h a t  t h e  

economy was b e g i n n i n g  t o  r e v i v e .  Moreove r ,  e v i d e n c e  o f  economic  

g r o w t h  i n  Germany and  J a p a n  was v i ewed  a s  f a v o r a b l e  t o  t h e  d o l l a r  

s i n c e  g r o w t h  a b r o a d  would h e l p  r e d u c e  t h e  t r a d e  i m b a l a n c e s  and 

a l l e v i a t e  p r e s s u r e s  f o r  p r o t e c t i o n i s m .  Thus many i n  t h e  m a r k e t  f e l t  

t h a t  we had  e n t e r e d  a p e r i o d  o f  c o n s o l i d a t i o n ,  w h e r e  e x c h a n g e  r a t e s  

m i g h t  t e n d  t o  s t a b i l i z e  w h i l e  economies  a d j u s t e d  t o  t h e  new ecoiionlic 

e n v i r o n m e n t  w i t h o u t  f u r t h e r  i n t e r e s t  r a t e  c u t s .  
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Agains t  t h i s  background.  market p r o f e s s i o n a l s  a n t i c i p a t e d  

t h e r e  might  be  s h o r t - t e r m  b i d d i n g  f o r  d o l l a r s ,  i n  p a r t  f o r  t e c h n i c a l  

r e a s o n s .  The d o l l a r  r o s e  i n  e a r l y  September.  and h i t  i t s  h i g h  f o r  t h e  

p e r i o d  i n  European t r a d i n g  on September 1 2 ,  when it reached 2 . 1 0  D M - ­

about  3 p e r c e n t  above t h e  l e v e l s  o f  t h e  beg inn ing  o f  t h e  p e r i o d .  A t  

t h a t  t i m e ,  t h e  Bundesbank i n t e r v e n e d  openly  i n  t h e  market t o  s e l l  

d o l l a r s  and t h e  d o l l a r  f e l l  t o  2 . 0 6  DM. 

Market p a r t i c i p a n t s  were caught  t o t a l l y  by s u r p r i s e  by t h e  

Bundesbank i n t e r v e n t i o n  and a b r u p t l y  s h i f t e d  t h e i r  p e r c e p t i o n  of  t h e  

n e a r - t e r m  o u t l o o k  f o r  t h e  d o l l a r .  Only a few days e a r l i e r .  many had 

t a l k e d  abou t  t h e  p r o s p e c t s  t h a t  t h e  Bundesbank might i n t e r v e n e  t o  buy 

d o l l a r s  t o  s l o w  t h e  mark’s  r i s e .  The market q u i c k l y  dec ided  t h a t  t h e  

d o l l a r  would n o t  be  a l lowed t o  r i s e  v e r y  f a r .  Th i s  view was r e ­

i n f o r c e d  by subsequen t  remarks by Bundesbank P r e s i d e n t  Poehl  i n d i c a ­

t i n g  t h a t ,  g iven  t h e  s t r e n g t h  of  t h e  domest ic  economy, t h e  Bundesbank 

would n o t  c u t  i t s  i n t e r e s t  r a t e s  soon ,  and s u g g e s t i n g  t h a t  Germany was 

p repa red  t o  a c c e p t  a s t r o n g e r  mark as i t s  c o n t r i b u t i o n  t o  i n t e r -

n a t i o n a l  a d j u s t m e n t .  

A subsequen t  i n t e r v i e w  w i t h  S e c r e t a r y  Baker ,  i n  which he 

s t a t e d  t h a t  w i t h o u t  a d d i t i o n a l  measures t o  promote h i g h e r  growth 

abroad  t h e r e  would need t o  be f u r t h e r  exchange r a t e  changes t o  reduce  

t r a d e  i m b a l a n c e s ,  t h e n  he lped  push t h e  d o l l a r  below t h e  2 . 0 0  mark 

l e v e l .  

The mark r o s e  s t r o n g l y  n o t  on ly  a g a i n s t  t h e  d o l l a r  b u t  

a g a i n s t  a l l  c u r r e n c i e s  and brought  t h e  EMS under c o n s i d e r a b l e  

p r e s s u r e .  A f t e r  t h e  Bundesbank i n t e r v e n t i o n  and t h e  Poehl  s t a t e m e n t ,  

o t h e r  EMS c e n t r a l  banks i n t e r v e n e d  h e a v i l y  t o  l i m i t  t h e  d e c l i n e  of  

t h e i r  c u r r e n c i e s  a g a i n s t  t h e  mark, and i n  t h e  l a s t  3 days  o f  l a s t  week 

s o l d  b i l l i o n  of Deutsche marks.  These p r e s s u r e s  l e d  t o  an EC 
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understanding reported over the weekend on joint European inter­

vention as they put it, "to halt the slide of the dollar against the 

mark." In Asia-Pacific markets, there was a scramble to cover short 

positions and the dollar shot up from around 1.99 DM to 2 . 0 7  DM, 

before easing back to trade in Europe and the U.S. around 2 . 0 3  DM. 

(The dollar is trading above 2 . 0 4  DM this morning.) At present, the 

market remains extremely sensitive to further official discussion of 

exchange rates and economic policy which might be expected to come out 

of IMF and other meetings over the next week. 



P e t e r  D .  S t e r n l i g h t  
Notes f o r  FOMC Meet ing

SeDtember 2 3 .  1 9 8 6  

Domestic Desk o p e r a t i o n s  d u r i n g  t h e  f ive -week  i n t e r m e e t i n g  

p e r i o d  have been d i r e c t e d  a t  m a i n t a i n i n g  t h e  s l i g h t l y  e a s i e r  

c o n d i t i o n s  of r e s e r v e  a v a i l a b i l i t y  ag reed  on a t  t h e  August m e e t i n g ,  

and embodied i n  t h e  1 / 2  p e r c e n t a g e  p o i n t  d i s c o u n t  r a t e  c u t  s h o r t l y  

a f t e r  t h a t  mee t ing .  Both b e f o r e  and a f t e r  t h e  d i s c o u n t  r a t e  change ,  

t h e  r e s e r v e  p a t h  con t inued  t o  a l l o w  f o r  $300 m i l l i o n  o f  ad jus tmen t  and 

s e a s o n a l  bor rowing .  While making no fo rma l  change i n  t h i s  a l lowance ,  

t h e  Desk was ii t o u c h  more c a u t i o u s  i n  p r o v i d i n g  r e s e r v e s  i n  t h e  l a t t e r  

p a r t  o f  t h e  p e r i o d ,  s e e k i n g  t o  guard a g a i n s t  i n a d v e r t e n t  o v e r -

abundance of r e s e r v e s  t h a t  might f u e l  unwarranted  market  e x p e c t a t i o n s  

of  s t i l l  f u r t h e r  accommodation. Th i s  was i n  a c o n t e x t  o f  s t r o n g  

growth i n  t h e  broad  a g g r e g a t e s  and mixed ev idence  on t h e  economy t h a t  

a t  l e a s t  d i d  n o t  s u g g e s t  g r e a t e r  weakness .  

I n  t h e  August 2 7  r e s e r v e  p e r i o d ,  borrowing was j u s t  under  

$400 m i l l i o n ,  b u t  a f t e r  a l l o w i n g  f o r  " s p e c i a l  s i t u a t i o n "  borrowing i n  

t h e  e a r l i e r  p a r t  o f  t h a t  p e r i o d  which was n o t  f o r m a l l y  c l a s s i f i e d  a s  

ex tended  c r e d i t ,  t h e  bor rowing  cou ld  be regarded  a s  v e r y  c l o s e  t o  t h e  

$300  m i l l i o n  p a t h  l e v e l .  I n  t h e  September 1 0  p e r i o d ,  borrowing was 

a v e r a g i n g  s l i g h t l y  under  $300 m i l l i o n  u n t i l  t h e  f i n a l  d a y ,  when a 

l a r g e  b u l g e  p u l l e d  t h e  ave rage  up t o  abou t  $520 m i l l i o n .  I t  was o n l y  

on t h a t  f i n a l  day t h a t  we l e a r n e d  abou t  a $400 m i l l i o n  upward r e v i s i o n  

i n  r e q u i r e d  r e s e r v e s ,  and hence  i n  t h e  r e s e r v e  p a t h ,  s o  t h a t  w h i l e  i n  

t h e  s e v e r a l  p r e c e d i n g  days we p e r c e i v e d  on ly  a s l i g h t  r e s e r v e  n e e d ,  we 

sudden ly  f a c e d  a l a r g e  p r o j e c t e d  need on t h a t  f i n a l  day .  C u r i o u s l y ,  

t h e  money market  d i d  n o t  r e f l e c t  t h a t  need d u r i n g  our  normal o p e r a t i n g  

t i m e - - c o n d i t i o n s  d i d  n o t  t i g h t e n  u n t i l  v e r y  l a t e  i n  t h e  day when t h e r e  



was no other source but the window. So far in the current period-­

through Sunday--borrowinghas averaged about $ 3 6 5  million. 

Responding chiefly to the lower discount rate, federal funds 

fell off from around 6 - 3 / 8  percent in the first few weeks of August to 

around 5-7/8 percent or a shade lower in late August and much of 

September. So far in the current maintenance period, funds trading 

has averaged about 5 . 8 5  percent. 

Reserve needs generated by currency increases, higher 

required reserves and larger Treasury balances were met through a 

combination of outright purchases and repurchase agreements. Outright 

buying of bills totaled nearly $ 3  billion, including about $2.1 

billion bought in the market early in the period and the balance 

bought in small amounts from foreign accounts throughout the period. 

There was a modest agency issue redemption late in the period. 

Customer repurchase agreements were arranged nine times while six-day 

System repurchase transactions were used last Friday to cope with the 

reserve impact of swollen Treasury balances following the September 

tax date. 

The yield curve steepened sharply during the recent period, 

reflecting a distinct change of mood among market participants. At 

the short end of the maturity scale, bill yields came down about 20 to 

4 0  basis points, responding essentially to the discount rate and lower 

federal funds rate--whichhad already been anticipated and discounted 

to some extent. Three- and six-month bills were auctioned yesterday 

at about 5 . 2 5  and 5 . 3 9  percent compared with 5 . 6 4  and 5 . 6 5  percent 

just before the last meeting. 

For intermediate- and longer-term issues, it was a different 


story as the market was affected by a mingling of many factors, most 


of which boiled down to concerns about future inflation. Some 
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a n a l y s t s  c i t e d  r e c e n t  e v i d e n c e  of a c t u a l  s p o t  and f u t u r e s  p r i c e  

i n c r e a s e s  o f  commodit ies .  E a r l y  i n  t h e  i n t e r v a l ,  n o t e  was t a k e n  o f  

f i r m i n g  o i l  p r i c e s  a s  OPEC p r o d u c t i o n  c u t s  t o o k  e f f e c t .  S c a t t e r e d  

s i g n s  o f  improvement i n  t h e  economy a l s o  got  a t t e n t i o n ,  a l t h o u g h  t h e  

predominant  view was s t i l l  t h a t  t h e  economy remained s l u g g i s h .  Some 

p a r t i c i p a n t s  saw r e a s o n  f o r  conce rn  i n  t h e  t o p - o f - t h e - r a n g e  

performance of  t h e  b r o a d e r  money a g g r e g a t e s .  I n  some c a s e s  t h i s  

concerned them because  t h e y  t h o u g h t  it k e p t  t h e  Fed from e a s i n g  

f u r t h e r ,  w h i l e  o t h e r s  s a i d  t h i s  might  keep t h e  Fed from e a s i n g  and 

t h a t  p o s s i b i l i t y  b o t h e r e d  them even more about  f u t u r e  i n f l a t i o n  

p o t e n t i a l .  Some s i m i l a r  t h o u g h t s  were expres sed  abou t  t h e  p o s s i b i l i t y  

of  a f u r t h e r  d i s c o u n t  r a t e  c u t .  Main ly ,  t h e  n e a r - t e r m  p r o s p e c t s  f o r  

such  a c u t  were s e e n  a s  f a d i n g ,  b u t  a f e w  w o r r i e d  t h a t  a f u r t h e r  c u t  

would be  unde r t aken  and would add t o  a l r e a d y  ample l i q u i d i t y .  The 

budget  d e f i c i t  a l s o  a t t r a c t e d  f r e s h  conce rn  a f t e r  hav ing  r eceded  from 

market  p a r t i c i p a n t s ’  a t t e n t i o n  span .  There  h a s  been a s e n s e  o f  

f r u s t r a t i o n  t h a t  t h e  Gram-Rudman d i s c i p l i n e s  a r e  s l i p p i n g  away. 

Hopes t h a t  key f o r e i g n  c o u n t r i e s  would c u t  t h e i r  r a t e s  a l t e r n a t e l y  

waxed and waned, b u t  t h e y  seem p r e t t y  dim a t  t h e  moment and t h i s  was 

t a k e n  a s  d i s c o u r a g i n g .  L a t e  i n  t h e  p e r i o d ,  t h e  weaker d o l l a r  was 

f u r t h e r  cause  f o r  concern .  b e i n g  seen  a s  a f a c t o r  t h a t  would t e n d  t o  

i n h i b i t  f u r t h e r  U . S .  p o l i c y  accommodation w h i l e  a l s o  d i s c o u r a g i n g  

f o r e i g n  i n v e s t o r s  from buying  our  s e c u r i t i e s .  Although some of t h e s e  

f a c t o r s  a r e  c o n t r a d i c t o r y  t o  one a n o t h e r ,  t h e  market  t ended  t o  f o c u s  

on t h e  n e g a t i v e  e l emen t s  o f  e a c h .  Even where no g r e a t  r e s u r g e n c e  of 

i n f l a t i o n  was s e e n ,  t h e r e  was a s e n s e  of d i s t i n c t l y  l i m i t e d  

p o s s i b i l i t i e s  f o r  f r e s h  d e c l i n e s  i n  l o n g e r  r a t e s .  

A l t o g e t h e r ,  t h e  r e s u l t  was a n o t a b l e  l a c k  o f  i n v e s t o r  buying  

i n t e r e s t .  Along w i t h  e f f o r t s  t o  s h o r t e n  up on e x i s t i n g  h o l d i n g ,  t h i s  
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produced y i e l d  i n c r e a s e s  i n  T reasu ry  i s s u e s  t h a t  ranged from about  1/8 

p e r c e n t a g e  p o i n t  i n  t h e  2 - y e a r  a r e a  t o  abou t  1 / 2  o r  5 / 8  p e r c e n t a g e  

p o i n t  a t  t h e  l o n g e r  end .  New T r e a s u r y  borrowing was abou t  $20  b i l l i o n  

ove r  t h e  f ive -week  p e r i o d .  about  e q u a l l y  d i v i d e d  between b i l l s  and 

coupon i s s u e s .  Another  $ 3  b i l l i o n  of new money from coupon i s s u e s  

w i l l  come from t h e  2 - y e a r  n o t e  b e i n g  a u c t i o n e d  t o d a y  and 4 - y e a r  n o t e  

t o  be  s o l d  tomorrow. A 7 - y e a r  i s s u e  was a l s o  announced,  b u t  i t ' s  

b e i n g  h e l d  i n  abeyance pending Congres s iona l  a c t i o n  on t h e  d e b t  

c e i l i n g .  

I shou ld  n o t e  t h a t  t h e  b e a r i s h n e s s  on i n t e r e s t  r a t e s  i s  n o t  

u n i v e r s a l ,  and it cou ld  be s a i d  t h a t  w i t h  t h e  r e c e n t  r i s e  i n  l o n g e r  

r a t e s .  c o n d i t i o n s  a r e  abou t  i n  b a l a n c e .  Some o b s e r v e r s ,  p a r t i c u l a r l y  

t h e  "economis t"  t y p e s  r a t h e r  t h a n  t h e  "market"  t y p e s ,  s e e  l i t t l e  

l i k e l i h o o d  o f  i n f l a t i o n  r e g a i n i n g  a s t r o n g  f o o t h o l d  any t i m e  soon.  

Given t h a t  v i ew,  and s e e i n g  a s t i l l  s o f t  economy. a f e w  s t i l l  expec t  

a n o t h e r  d i s c o u n t  r a t e  c u t  n e a r  t e r m ,  e s p e c i a l l y  i f  it can  be  

c o o r d i n a t e d  w i t h  o t h e r  c o u n t r i e s - - b u t  most p a r t i c i p a n t s  do n o t  l o o k  

f o r  t h i s ,  and some, a s  n o t e d ,  even f e e l  it cou ld  have a n  a d v e r s e  

market  impact  j u s t  now. 



James L. Kichline 
September 2 3 ,  1986 

FOMC BRIEFING 


Information that has become available since the 

last meeting of the Committee points to some pickup in the 

economy during the summer. At an aggregate level, the rise 

in activity is roughly consistent with the staff's 

expectations, and consequently changes to the forecast are 

of a minor nature. Real GNP is projected to grow at a 3 

percent annual rate during the current quarter and is 

expected to rise to the 4 percent area in the fourth quarter 

before settling to around 3 percent next year. Wage and 

price inflation trends have remained moderate. 

The labor market report for August was appreciably 

stronger than those in the preceding couple of months. 

Nonfarm employment gains were sizable and widespread, even 

including a small rise in manufacturing employment, while 

the unemploynent rate edged down to 6.8 percent, nearly 112  

percentage point below the second quarter average. 

Industrial output only rose .1 percent in August, but data 

for June and J u l y  were revised upward. We anticipate a 

further rise of output in Septenber, helped partly by a 

rebound in truck and automobile production. 
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Consumer spending has continued to post large 

gains. In the auto market, the latest round of sales 

incentives led to a skyrocketing of sales early in September 

and these programs seem to be a success in cleaning up 

excess stocks of 1986 models. Currently, domestic auto 

makers are scheduling a sharp increase in production for the 

fourth quarter; these plans seem unrealistic and we have 

assumed they will be scaled down as sales slump following 

this most recent round of incentives. Nonetheless, the auto 

sector is still expected to contribute about 3 1 4  percentage 

point to real GNP growth next quarter after depressing 

activity by almost 112 percentage point in the third 

quarter. 

Outside of autos, consumer purchases of goods and 

services also have been strong. In fact, the personal 

expenditures data f o r  August, released after we prepared the 

forecast, were somewhat higher than anticipated. Looking 

ahead, we still expect that slower growth of disposable 

income, waning wealth effects, and high debt burdens will 

combine to produce more moderate growth of consumption 

spending than experienced over the first three quarters of 

this year. 

In the housing market, total starts in August 


remained at their relatively high July level. While the 


single-family market appears likely to continue rather 
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strong in the present financial environment, high rental 


vacancy rates and tax reform are expected to produce further 


declines of starts in the multifamily market. Thus, beyond 


the third quarter residential construction in the forecast 


is not expected to contribute to growth of real ONP. 


Indicators of business fixed investment have been 


mixed of late. Orders for nondefense capital goods rose 


considerably in July but the report for August--available 

this morning--showed a drop, leaving orders 1-1/2 percent 

above their second-quarter average. Current and prospective 

nonresidential structures activity is weak; while the drop 

in oil drilling activity seems to be bottoming out, the 

office building sector is in a major decline that we believe 

will continue through 1987. On balance, business fixed 

investment spending is not likely to provide much support to 

economic growth in coming quaz‘ters given ample capacity, 

sluggish corporate profits, and higher costs of capital 

stenming fron tax reform. 

\“hereall this leads to is an expectation that 

growth of domestic purchases will be slowing over the 

forecast period. Real GNP growth prospects continue to 

hinge importantly on an improvement in our external 

accounts, but given lags in data and in economic responses 

we do not yet have confirming evidence of such an 

improvement. 
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Wage and price inflation continues moderate and the 


forecast has not been changed in any material fashion. Wage 


rate increases continue to be somewhat less than last year 


and there aren't signs of any change in the pattern. Recent 


monthly measures of prices have been affected principally by 


food and energy developments, while other prices are rising 


at about the pace seen earlier in the year. The CPI for 


August, which was released this morning, continued the 


pattern. 
 The CPI for all items rose 0.2 percent, with food 


prices up 0.9 percent and energy prices down 1.9 percent. 


One surprise in the report is the fall in gasoline prices 


that appeared in the PPI as well; information from spot 


markets and private retail surveys suggests that prices rose 


after July and we expect the CPI and PPI to show higher 


prices for September. 


Finally, on the fiscal situation, the staff's 


forecast entails a shift in the federal budget toward 


restraint in fiscal year 1987 of $25 billion on a high 


employment basis. This is somewhat less than assumed 


previously, owing to a reduction in estimated receipts from 


tax reform and prospective higher outlays. 
 The recent 


flurry of activity in the Congress to avoid sequestration 


under Gramm-Rudman undoubtedly will be successful on paper, 


but the bulk of the actions contemplated--suchas asset 


sales--do little if anything to reduce deficits beyond the 


next year. 
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The p r i d  s i n c e  the las t  C m i t t e e  meeting has k e n  marked by a 

number of important developments i n  f inanc ia l  f laws a d  markets-as w e l l  as 

i n  the  real econany as reviewed by Mr. Kich l ine - tha t  may have a Learing on 

the  Camittee's dec is ion  a t  t h i s  meeting. Growth i n  the brsad m n e t a r y  

aggregates slowed i n  August and f u r t h e r  roderatian-at least i n  M2--appears 

i n  t r a i n  in  September. Wnetheless ,  b t h  M2 ard M3 appear ti^ be r u n n i q  

above t h e  7 to 9 percent s b r t - r u n  path set by the  Cmi t tee ,  and are around 

the upper e d s  of their longer-run raves. M1 a c t u a l l y  accelerated i n  August: 

thmgh its growth appears to have d r q p e d  off s u b s t a n t i a l l y  i n  Septemter, it 

seans to be increasing on average Over the t h i r d  quarter a t  clsse ts the 

extraordinary pace of the second quar te r .  Ard debt has continued to expand 

very rapidly.  

I n  f i n a n c i a l  markets,  while sbrt-tern rates f e l l  a l o q  with the 

c u t  i n  t h e  discount rate, bord y ie lds  have r i s en  appreciably and stack 

p r i c e s  have f a l l e n  sharply. The behavior of 1sr-q-tern s e c u r i t y  markets 

reflects i n  p a r t  the  perception that the re  was now sane r i s k  t h a t  sbrt­

tern rates might m v e  higher i n  the foreseeable  fu ture .  Data Over the  

i n t e n w e t i n y  pricd suggested that t h e  p o s s i b i l i t y  of a straqer econany 

could not  be ruled out. And t h i s  circumstance, alorg with the supply-side 

e f f e c t s  of t h e  pass ib le  rev iva l  of the  oil cartel, r a i sed  t h e  specter of 

greater in f l a t iona ry  pressures.  I n  addi t ion,  quest ions abmt the demanj 

f o r  d o l l a r  assets a r e  late l a s t  week when the foreign exchange value of 

the d o l l a r  d r c p x l  abruptly.  

dter the balance of the year ,  the s t a f f  is pro jec t ing  t h a t ,  i f  

cu r ren t  mney market conditions are maintained, the broad m n e t a r y  aggregates 
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w i l l  remain r ight  around t h e  upper bounds af their lower-run ranges. ?he 

r i s k  of exceeding t h e  raqes is abJ ious ly  greater under the easier coditiors 

of alternative A and less under the  t i g h t e r  condi t ions  of a l t e r n a t i v e  C, 

a l t b u g h  the d i f f e rences  i n  the  O N - t o - O N  growth rates are nat  very large, 

s ince  any change i n  reserve condi t ions  would not have much t i m e  to a f f e c t  

the fourth-quarter average l e v e l  of the aggregates. The bluebook paths  f o r  

the rest of t h e  year i n c o r p r a t e  s m  slowing i n  growth of the broad aggre­

ga te s  r e l a t i v e  to J u l y  a d  August--especially under a l t e r n a t i v e s  B and C. 

%is is based on t h e  usua l  presumption that a t  least scme af t h e  f l o w  t h i s  

smer  represented o n e t i m e  p o r t f o l i o  adjustments i n  response ta previous 

rate decreases,  and that the a t t r a c t i v e n e s s  of M2 c a n p n e n t s  w i l l  e r d e  

as o f f e r i r g  rates on l i q u i d  deposits are reduced, a l b e i t  a t  a s luggish  

pace. In addi t ion,  we Q n s t  expect bank credit growth to ke sus ta ined  a t  

the  unusually rap id  pace of the p a s t  few m n t h s ,  when there were large net 

addi t ions  to s e c u r i t i e s  po r t fo l io s ,  and t h a t  should help to restrain issuance 

of managed liabilities i n  the broader aggregates even as care depos i t  flows 

-rate. 

These pro jec t ions  of m n e t a r y  growth are subjec t  to more than the 

usua l  substantial  uncertainties, however, owing to questis.% abaut t h e  

e f f e c t  of developments i n  f i nanc ia l  markets on the behavior of depos i t a r i e s  

ard deposi tors  i n  t w o  p a r t i c u l a r  areas. me, s t r e s s e d  in  the bluebook, in­

volves depos i t  rates, e spec ia l ly  on NOW ard s a v i w s  accaunts,  which w i l l  be 

under pressure over c a n i q  m n t h s  to be reduced to below t h e i r  previous 

regula tory  ce i l i ngs .  The bluebook paths  assumed t h a t  t h i s  adjustment w i l l  

continue to be gradual,  but  once the  c m p e t i t i v e  lcg jam around these  seem­

i r g l y  sensitive levels is broken, depos i t  rates could f a l l  appreciably ard 
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signif icant ly  re tard M2 growth. The other area Jf uncertainty, p t e z t i d l y  


working i n  the opposite direction, involves the public 's  portfolio preferences 

in  the  wake of recent  pr ice  mvements in capi ta l  markets. St rong  demands 

f o r  b o d  a d  s tock  mutual funds in  1985 and thus f a r  in 1986 probably have 

restrained M2 growth. However there were reports aswciated with the drop 

i n  stock ard b n d  prices,  t ha t  s h i f t s  out of such funds were occurring or 

anticipated. The met recent data on  mney market funds do show an unusually 

large increase, perhaps reflecting s h i f t s  within families of mutual funds. 

%is cculd be a onet ime phenanenon, or the recent perfmnance of longer-

term markets could cause a mre fundamental reappraisal of their prospects, 

boosting h d s  for mre liquid assets in M2 by the  mney-holdiw public. 

I n  any case, growth in the broader aggregates is expected to 

exceed the expaxion of incane again in the fourth quarter,  contributing to 

a fur ther  decline i n  velocity t h i s  year--of nearly 4 percent--followirg de-

creases i n  1985 as w e l l .  mo years of fa l l ing  velocity is less unusual f o r  

M3, whose velocity has been on a long downward trend, than f o r  M Z ,  whose 

velocity has changed little on balance over long p e r i d s .  Althcugh there 

is much uncertainty about the determinants of M2 demad, especially i n  

l i gh t  of the &regulation of deposit offering ra tes ,  it seems l ike ly  that 

the declines i n  M 2  velocity both t h i s  year a d  l a s t  are primarily a t t r ibut­

able to the e f fec ts  of decreases i n  market interest r a t e s  on the opportunity 

c s t s  of b l d i n g  t h i s  aggregate. 

This interpretation of mney a d  velocity again uderscores  the 

need to l c o k  a t  i n t e r e s t  rates as w e l l  as mney growth in  assessing the 

thrust  of policy. Certainly one interpretation of the behavior of bd 

markets recently is that market participants believe that policy has reduced 
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short-term rates s u f f i c i e n t l y  to s p a r k  a reasonably robust expamion of 

econanic a c t i v i t y ,  with m e  r i s k  that i n f l a t i o n  could be rekirdled.  The 

staff greenbook f o r e c a s t  was based on an analysis that demands on t h e  U.S. 

econany would be s u f f i c i e n t l y  s t r o q  to support  3 percent  output  growth a t  

around the  current level of interest rates i n  the  near term, a d  with short-

term rates a b i t  more l i k e l y  to rise than  to f a l l  over  the caning year.  

Consistent with t h i s  forecas t  is the  notion that real i n t e r e s t  rates are 

not unusually high by h i s t o r i c  stanjards. Cer ta in ly  a t  the sbr ter  erd of 

t h e  maturi ty  spectrum real rates have d r q p e d  sanewhat recen t ly  as naninal  

sbrt-term rates decl ined while i n f l a t i o n  expectations l i k e l y  have r i s e n  a 

little. Based an survey r e s u l t s ,  expectations of i n f l a t i o n  over the  next 

year seem to be i n  a raqe arsund 4 percent.  On t h i s  b a s i s ,  real, before 

tax, one-year Treasury b i l l  rates are i n  the  ne igh to rhod  of 2 percent ,  

abwe the negative values  of rea l ized  real rates i n  the  late 1970's, but 

close to those of t h e  1960's. 

Final ly ,  I might note that the d i r e c t i v e  larguage suggested f o r  

C a n n i t t e e  consideration i n  the bluebook simply would fol low the  cu r ren t  

s t r u c t u r e  c losely.  I t  wculd a n i t  a numerical s p e c i f i c a t i o n  f o r  MI.,ard 

i n t e m e t i q  changes i n  the stance of reserve provis ion wculd be keyed to 

the  usua l  list of f a c t o r s  including t h e  behavior of the monetary aggregates, 

the econany, etc. In  t h i s  regard, the Cannittee might want to pay particular 

a t t e n t i o n  to how it w i s h e d  Desk operations to be influenced by any terdency 

for M2 and M3 t3 tun above their paths--especially if it were t3 c b s e  

s c m e t h i q  l i k e  a l t e r n a t i v e  B w i t h  e s s e n t i a l l y  uncharged reserve corditions 

and expectat ions that the broad aggregates wculd run along the top of their 

ranges. Of course, any reaction to an  unexpected surge i n  money growth 
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m l d  need to te considered i n  the context  of i n c m i q  da ta  on tk econmy 

and p r i ces  an3 developments i n  fore ign  e x c h a q e  markets .  However, t h e  

f a i l u r e  to resp3nd not iceably to an overage i n  M2 an3 M3 might raise addi­

t i o n a l  quest ions about the operational s ign i f i cance  of the  money growth 

ranges and, if  the  econmy and p r i c e s  were also s b w i n g  sane s t r e q t h ,  

p s s s ib ly  about the Federal Reserve's camnitment to its an t i - in f l a t ion  

object ives .  




